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Is the Present 442% FHA Rate 
Likely to Continue? 


This Question and Whether Insurance on Existing 
Construction Should be Continued Beyond July I 
Next Year Were Two Prime Topics at FHA Clinic 


OW important and powerful FHA 
has become in the mortgage busi- 


ness is well illustrated by an esti- 
mate published last month. One gov- 
ernment agency—not the FHA—esti- 
mated that of the total outstanding 
home-mortgage debt at the end of last 
year, 9.3 percent of the loans were in- 
sured by the FHA. Quite a record for 
an organization not yet seven years old! 

Consequently it is not hard to under- 
stand why mortgage bankers and MBA 
members have devoted an increasing 
amount of time to FHA problems at 
conventions. At the recent Chicago 
meeting the Clinic headed by R. B. Has- 
sett, of the Hassett Investment Corpora- 
tion of Detroit took up some of the most 
important features of FHA and put 
them on the reviewing stand. 

The most important question, no 
doubt, was that relating to rates. Is 
the present 4!4, percent rate likely to 
continue? Albert Mager of the Mager 
Mortgage Company of Oklahoma City, 
thinks so. He explained that: 

“While it is impossible to determine 
what problems the future will bring, 
we do know that this is no longer a new 
country. Most of our cities, schools, 
churches, and educational institutions 
have been built; our transportation lines, 
highways, and utilities, and most of our 
farming sections have been developed. 


“There will be less work for money 
to do in the future, but we are a wealthy 
country. There are tremendous sums in 
the hands of our lending institutions 





HERE were three Clinics at 

the Convention devoted to 
FHA problems. The second 
day’s FHA Clinic was conducted 
by R. B. Hassett, President of 
the Hassett Investment Corpora- 
tion, Detroit. The participants 
included Albert Mager, Victor 
S. Hallauer, O. L. Rieder, and 
W. E. Lawrence. At this meet- 
ing rates, future FHA policies 
and operations of this govern- 
ment agency were discussed. 





seeking investment. Some will tell you 
that money is a medium of exchange. It 
is also a commodity, and as such, is sub- 
ject to the law of supply and demand. 
The government is also committed to a 
policy of low interest rates for the urban 
and farm home owners. 

“I believe the present 4 percent 
rate will continue with very little 
change, either up or down, unless we 
should get into a war.” 

And should FHA insurance on exist- 
ing construction be discontinued after 
July 1 next year when it expires? Again 


Mr. Mager thinks it should be. He be- 
lieves that: 

“One of the primary purposes of the 
FHA is to provide uniform mortgage 
financing all over the country, stabilize 
the real estate market and encourage 
new construction. 

“The large amount of new home 
building all over the country, through 
the influence of the FHA, has had a 
tendency to demoralize the market on 
older homes. This is due largely to the 
unusual terms and liberal financing pro- 
vided through FHA on new homes. 

“The FHA will insure certain type 
new homes up to 90 percent of the cost. 
They will insure old homes for only 80 
percent of the appraised value, and these 
appraisals are usually more conservative 
than on the new homes. If the insur- 
ance is discontinued on existing con- 
struction, it will further demoralize the 
market of older homes. 

“The age of a house does not neces- 
sarily determine so much its value as 
the grade of construction, the type of 
architecture, and other features. Poor 
architecture and construction often de- 
preciate a home more than age.” 

As mortgage men know, an FHA 
loan can now be paid off at any time 
by paying a 1 percent premium. Some 
have suggested that, to keep loans in the 
owners’ portfolios, FHA regulations 
ought to be changed permitting owners 
to pay off only up to 15 percent of the 
original amount in any one year. O. L. 
Rieder of The Cleveland Trust Com- 
pany, Cleveland, does not think such a 
change necessary. 
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“Under the present rule, any term 
loan may be paid in approximately six 
years without invoking the penalty. 
This is not a particular hardship on the 
mortgagee, as the average life of an 
FHA portfolio is about eight and one- 
half years. 


“Most FHA loans are paid off through 
a sale of the property. This gives the 
mortgagee the first opportunity to ob- 
tain the new FHA loan from the new 
mortgagor, or, if not refinanced with an 
FHA, the mortgagee still has the oppor 
tunity of placing the conventional loan.” 


A Different View 


But Mr. Rieder’s view is not that of 
W. E. Lawrence, vice president, Conti- 
nental. Inc., of Seattle, Washington. 
Mr. Lawrence takes the opposite side 
and thinks some such change should be 
made in FHA regulations. He gives his 
reasons why in this detailed statement: 


“Let's assume that mutual mortgage 
insurance under Title II of FHA was 
intended to supply two apparent needs: 
(1) to assist the borrower by providing 
a long-term program of home financing 
with low initial costs and at low inter 
est rates which would permit refinanc 
ing of existing loans, improvement of 
existing homes and encourage the con- 
struction and ownership of new homes; 
and (2) to assist in accomplishing this 
by creating a more general market for 
mortgages by providing greater safety 
for investors in home mortgages. 

“It appears that the borrower has 
reaped a full measure of benefit hoped 
for by the originators of the FHA plan. 
The need no longer exists for him to 
shop around every two, three or five 
years for a loan at better terms. The 
short-term, straight loan has been re- 
placed by the long-term, amortized 
loan; interest rates are the lowest in his- 
tory and the borrower has the assur- 
ance that this important element in the 
ultimate cost of his home will remain 
stable; a prospective home buyer can 
purchase a home for a relatively small 
down payment yet, under the FHA 
plan, will have no costly junior financ- 
ing at high rates and discounts. Loans 
may be refinanced and funds made 
available for improvements on the same 
favorable terms. 

“The FHA program contemplates the 
utilization of private capital rather than 
government funds and thus the bene- 
fits which accrue to the borrower are 
made possible, in the main, through 
purchase of these loans by financial in- 


stitutions. It is true these loans are 
made more attractive to such institu- 
tions because the reinvestment problem 
recurs less frequently because of the 
longer terms. In addition to the security 
afforded by the property, if default oc- 
curs the investment becomes a Govern- 
ment guaranteed 2% percent bond in- 
stead of an involuntary ownership of 
real estate. 

“Nevertheless, many of the desirable 
features of this type of loan are pro- 
vided for the borrower at considerable 
expense to the lender. Competition, plus 
the fact that many loans could never be 
closed at all if the full service fee pro- 
vided for in the regulations was insist- 
ed upon, has practically eliminated 
the originating commission. Substantial 





a, | ame present circum- 
stances there is only one 
thing that can be done (when 
the borrower insists on a reduc- 
tion in interest rate) and that is 
reduce the rate. It is cheaper to 
do this than to put new paper 
on the books with the chance 
that the new paper will be at 
the lower rate anyway. Our bor- 
rowers, as a rule, only come to 
us for a reduction after having 
been solicited by some other 
broker or mortgagee.”—VicTorR 
S. HALLAUER. 





clerical expense is involved in servicing 
and accounting which small loans with 
monthly payments of this type require. 
This is in addition to the heavier origi- 
nating expense resulting from the com- 
plexities of FHA procedure. 

“If these costs may be spread over the 
entire life of a long-term loan they be- 
come more tolerable and both the holder 
of the loan and the correspondent, if 
there is one, are permitted to realize 
something approaching a reasonable re- 
turn. But if the borrower avails himself 
of his present prepayment privilege and 
retires his loan in the early years the op- 
portunity is lost to recoup the higher 
costs which arise when the loan is put 
on the books. In fact, it is probable that 
both lender and correspondent suffer 
an actual cash loss. 


“If some change in regulations is not 
made and we lose a great many loans 
with no offsetting compensation, the 
time may come when the net return, 
after figuring all these expenses, will no 
longer be such as to make this form of 
investment attractive to service or to 
have in the owner's portfolio. 


“Recognizing the necessity of having 
an extended period over which to 
spread the various costs, the FHA has 
reserved for itself a premium or bonus 
of 1 percent if the loan is paid off faster 
than at the rate of 15 percent per an- 
num and not replaced with another 
loan. 


“Consideration has been given to the 
desirability of providing sufficient flexi- 
bility so the borrower may apply his 
extra savings toward retiring his loan 
faster and thus increase the equity in 
his home. For that reason the rate of 
15 percent per annum is suggested as 
probably being ample for most borrow- 
ers. In the event that through inherit- 
ance, liquidation of assets or similarly, a 
borrower desires to make a larger pay- 
ment on his loan, few if any financial 
institutions will care to enforce this 
limitation. 


“In my opinion, this subject ought to 
be of more than passing interest. To- 
day the possibility of losing loans by 
early pay-off may not appear important; 
and, probably none of us are losing 
loans at an alarming rate. However, we 
should not lose sight of the fact that 
amortization of each loan under the 
FHA plan is doing two things simul- 
taneously. First, it is creating a con- 
stantly increasing equity in the prop- 
erty which more and more will serve 
as an incentive to the borrower to make 
any sacrifice to meet his payments. 
Secondly, the same process serves to 
build up a growing margin of safety for 
the lender. For both reasons these loans 
will appear very attractive to competi- 
tors and increasingly so as time goes on. 


If History Repeats— 


“It is conceivable for present lend- 
ers to carry these high ratio loans for 
the next few years while the owner's 
equity is thin and the possibility of de- 
fault greater (the consequence of de- 
fault being a reduction in yield from 
4/4, percent to approximately 3 percent, 
exclusive of servicing costs) only to 
lose the well-seasoned loans to competi- 
tors. If history repeats itself, the build- 
ing and loan associations will be glad 
to have these loans after the elements of 
greatest risk have been eliminated. 


“I know of one life insurance com- 
pany which feels so keenly the necessity 
of guarding against such competition 
that, on its regular loans, it grants an 
unlimited prepayment option during the 
first-five years but thereafter requires 
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thirty days’ prior written notice and a 
premium of 1 percent. 


“Summarizing these views, the FHA 
type of loan was partly designed to as- 
sist in providing the borrower with a 
long-term, low-cost, low-interest rate, 
self-amortizing loan. Our proposed 
amendment would not conflict with that 
phase of the program. 


“The FHA type of loan was also 
partly designed to assist in making home 
loans more attractive to private invest- 
ors. Our proposed change in regula- 
tions would help to promote that part 
of the program in this way: 

(1.) By replacing, in the hands of the 
lender, control over the minimum 
life of the loan instead of leaving 
it to the whims of the borrower; 
and 


By giving present lenders some 
means of fending off unwarranted 
competition which is likely to de- 
velop in the future. 

“This would permit lenders to better 
plan the reinvestment of funds and give 
them the assurance that if prepayment 
is authorized they will be in part re- 
compensed for the unamortized portion 
of the originating expenses and for loss 
of use of the money until reinvestment 
can be accomplished.” 


(2.) 


Title I Loans Unpopular 


Mr. Rieder, attacking another FHA 
Clinic problem, says he does not think 
Title I, Class 3 loans have been popular 
with banks, insurance companies, build- 
ing-and-loans and mortgage companies. 
He believes that: 

“At the inception they were purely 
credit obligations rather than mortgage 
loans. However, the rules of the game 
were changed continually with the re- 
sult that many mortgagees refused to ac- 
cept applications. 


“As the act is amended to date, it is 
in reality a ‘little Title II.” Land require- 
ments are alike under both acts and 
building requirements are also very simi- 
lar. About everything that can be done 
under Title I can be done under Title 
II plus the twenty-five year term, so 
why handle Title I with only ten per- 
cent insurance?” 


Victor S$. Hallauer of Shaw & Fran- 
cis, Inc. of St. Louis tackled another 
FHA problem—what to do about the 
prolonged delay in obtaining a commit- 
ment from FHA. That’s something that 
mortgage men have talked a great deal 


about. Mr. Hallauer cited his own 
experience: 

“On existing construction, where the 
blanks have been filled out in detail, we 
get about two- weeks’ service. Their 
ways of doing things, although often 
not to our liking, are, as a whole, fair 
and as prompt as their system will per- 
mit. Where new construction is in- 
volved it quite often takes longer. 


“It is my opinion that mortgage men 
can do very little about it. We would 
be criticized and accused of lack of 
cooperation should we register a com- 
plaint. However, in localities where 
there is some consistent delay or annoy- 
ance I suggest that the local chapter 
take up the matter with the proper 
Washington authorities.” 


Mr. Hallauer was on the program for 
another tough problem—how can a loss 
best be prevented when a borrower in- 
sists on a reduction in interest rates? 
Probably everyone who's made an FHA 
loan has been confronted with that one 
at some time or other. Mr. Hallauer 
suggests the method that most mort- 
gagees have found is, in most cases, the 
only solution: 


“Under present circumstances there 
is only one thing that can be done and 
that is reduce the interest rate. It is 
cheaper to do this than to put new paper 
on the books with the chance that the 
new paper will be at the lower rate any- 
way. 

“However, our borrowers, as a rule, 
only come to us for a reduction after 
having been solicited by some other 
broker or mortgagee. We should be 
able to stop the raiding of loans. Large 
buyers should refuse to take refinancing, 
where the only purpose is a reduction 
in interest rate. If banks and insurance 
companies who are large buyers of 
FHA’s would refuse to buy this type of 
paper, raiding would soon become a 
minor complaint. Perhaps, through the 
local chapters with the help of the na- 
tional organization, this end could be 
achieved and to my mind is the only 
practical solution.” 


Another question put to those at the 
Hassett Clinic session had to do with 
the charge that the Federal National 
Mortgage Association will not buy FHA 
loans sight unseen. It was pointed out 
that this implied criticism of FHA loans 
tended to develope criticism on the part 
of other lenders. W. E. Lawrence cited 
his own experience in this regard: 


“Careful study of Circular No. 1 of 
the Federal National Mortgage Associa- 
tion, containing information regarding 


the activities of the Association, of the 
Purchasing and Servicing Agreement, 
of the Commitment Contract and of the 
Purchase Contract, does not disclose any 
reference to the intention of the FNMA 
to make any independent inspection of 
properties serving as security for mort- 
gages submitted to it for purchase. 
Neither is there reserved to the FNMA 
the right to decline to purchase loans 
insured by the FHA for the reason of 
the security property not being deemed 
adequate. 


As to “Fanny May” 


“Richard M. Price, agent of the Fed- 
eral National Mortgage Association and 
of the RFC Mortgage Company for 
western Washington and Alaska, ad- 
vises that he is authorized and directed 
to purchase any FHA mortgage offered 
by an approved mortgagee who has exe- 
cuted a Purchasing and Servicing Agree- 
ment provided such loan is found to be 
in complete conformity with the terms 
of such Agreement. Mr. Price states 
his office is not required or expected to, 
and therefore never does, make an in- 
spection of a security property prior to 
purchase of the loans. Neither is an in- 
spection of the physical security neces- 
sary before the seller is released from 
the obligations of repurchase of the loan 
within three months as imposed by 
paragraph 2 of Section B of the Pur- 
chasing and Servicing Agreement. 


“Furthermore, Mr. Price states he has 
no inspectors on his staff and no ap- 
propriation available to employ any. He 
is confident prior inspections are not 
being made by another department of 
the FNMA for the reason that his office 
is the only one with a complete file on 
each case. 

“This applies to all cases whether 
commitment is sought in advance or the 
completed loan papers submitted for 
purchase. 


“It would seem, therefore, that if an 
agent of the Association is declining to 
purchase FHA loans sight unseen, he is 
exercising — and possibly exceeding — 
personal authority. At least, it would 
appear he is being unnecessarily conser- 
vative. This therefore, becomes a local 
problem and it appears members of the 
Mortgage Bankers Association in that 
territory should take the matter up di- 
rect with such agents, pointing out the 
implied criticism of FHA loans which 
this action tends to develop among other 
lenders.” 
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What’s the Capitalization Basis in 
Appraising Apartment Properties? 


That’s One Problem Discussed Here and Another 
Is the Capitalization Method in Appraising of 
One-Story Properties in 80% to 100% Locations 


HE average investor uses direct 
bourne of gross income in ap- 

praising apartment properties almost 
exclusively—and is it a wise practice? 
That's question one on the docket. 
What methods of capitalization should 
be used when appraising one-story com- 
mercial properties in 80 percent to 100 
percent location? There's another. 


These subjects were up for dissection 
at the Clinic session devoted to apprais- 
ing on the second day of the Conven 
tion. The first problem—stated a little 
more comprehensively as “approaches 
and methods of capitalization in apprais 
ing apartment properties’ — was the 
subject of the talk made by L. D. Mc 
Kendry of the real estate and mortgage 
department of the Chicago Title & 
Trust Company. He analyzed this sub- 


ject as follows 


“The commonest method of economic 
appraisal of apartment properties is the 
direct capitalization of gross income. 
This is accomplished by multiplication 
of the annual gross income, as 100 per 
cent rented, by a factor based upon or 
modified by an acceptable rate of return 
on investment for the type, location, 
age and condition of the property. This 
method is not looked upon with favor 
by some appraisers, but the average .in 
vestor uses this system almost to the 
exclusion of all others—at least until he 
is right to the point of making a deal. 
This should be enough to induce ap- 
praisers to gather data constantly and 
analyze it carefully to determine the 
reasonably correct factor to use in given 
cases. We who are not permitted to 
give our entire time to the appraisal 
field, but are constantly dealing in or 
talking about mortgages and real estate 
values, must use this method to make 
quick decisions. I suggest that the factor 
selected must be based upon numerous 
cases and the highest judgment must be 
exercised in applying it. Of course, no 
organization engaged in lending money 
on mortgages actually pays out any 


money on them without first having a 
more formal appraisal. 

“Assume that the appraiser has, at 
least to his own satisfaction, stabilized 
the income of the property, deducted all 





NE of the popular Clinics 

of the Convention was that 
held on the second afternoon or- 
ganized and led by C. A. Mulle- 
nix, president, The Cuyahoga 
Estates Co. of Cleveland. It was 
concerned with appraising and 
here several problems not dis- 
cussed at the others were up for 
a hearing. Some of these prob- 
lems are among the most timely 
at the moment. Those on the 
Mullenix program were L. D. 
McKendry, William J. Van 
dken, Carlton Schultz, J. R. 
Kennihan, Paul J. Vollmar and 
O. P. Scheller. The views of the 
latter two will be presented at 
another time. 





operating taxes and other ex- 
penses, and arrived at the net income 
before depreciation. The important step 
then is to select and apply a method of 
capitalization, which will produce a 
reasonably accurate estimate of value, 
remembering that we are concerned 
with only one type of property, mul- 
tiple-family or apartment property. 


costs, 


“Three approaches have been used to 
such an extent that they have now be- 
come acceptable standards. They are 
referred to as: (a) Land Residual 
Method; (b) Building Residual Method; 
and (c) Property Residual Method, 
with Land Reversion. 


“In the land residual method, an ar- 
bitrary value is first given to the build- 
ing, usually based on cost, less deprecia- 
tion. All expenses and charges, based 
on this arbitrary value are then deducted 
from the gross income, the remainder 
or residual amount is then attributed to 


the land, and capitalized at a properly 
selected rate, resulting in a value for 
the land. This method is applicable 
where the land is improved to its high- 
est and best use, and particularly when 
the building is new. The method is con- 
sidered entirely too delicate for use other 
than by the most skilled. For general 
use, it is best only for checking values 
found by other approaches. 

“The second approach is the building 
residual method. By this method the 
land is given an arbitrary value arrived 
at by consideration of its cost and by 
comparison with sales prices of similar 
property; if both are impractical, then 
by arriving at a capitalized value under 
hypothetical improvement to highest 
and best use. The building value is 
then arrived at by capitalizing the net 
income left after deducting from the 
gross income all expenses. 

“The final method is known as the 
property residual or land reversion 
method. This method considers the 
land and building as a unit, and after 
the building has outlived its usefulness 
and is depreciated out of the picture 
the land is valued as a reversion. 

“Here are the various methods of de- 
preciation or recovery of the invest- 
ment. They are: 

“(a) Straight Line Depreciation, in 
which an amount is charged off an- 
nually, equal to the value of the build- 
ing divided by the number of years of 
its estimated future usefulness. 

“(b) The Sinking Fund Method, 
which presupposes investment of that 
amount which, with interest com- 
pounded on the annual balances, will 
produce the full amount of the build- 
ing’s present value at the end of its 
useful life. 

“There are divergent schools of 
thought in connection with the latter 
conception of depreciation or recovery 
of capital. According to one theory, a 
portion of the net income will be set 
aside each year and this fund will be 
invested at the same rate of interest con- 
sidered fair as a return on money in- 
vested in the type of real estate in which 
the specific property is classified. 

“This is, of course, a speculative rate. 
When the principal amount thus ac- 
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cumulated, plus interest thereon com- 
pounded annually, shall have reached a 
sum equal to the original value of the 
building, the investor will receive or 
will have accumulated his full invest- 
ment in the building, and will have the 
land remaining. A set of tables was 
worked out many years ago by an Eng- 
lish architect named Inwood by which, 
with a little practice, one may select a 
factor which will mathematically pro- 
duce this result. 


“Another school of thought argues 
that you may not expect that the funds 
so accumulated from year to year can 
be safely invested at the rate which an 
investor expects as a return from an in- 
vestment in real estate and, therefore, 
they should be reinvested at an accepted 
rate for long term investment at com- 
pound interest; say, for the present pur- 
pose, a figure roughly half the rate ex- 
pected from real estate, but not over 3 
percent. This is the so-called sinking 
fund rate. Another Englishman, a civil 
and mining engineer, named Hoskold 
worked out a table by the aid of which 
this type of depreciation or recovery of 
capital may be computed. 


“Of these methods it seems to me that 
the first—or the straight line deprecia- 
tion method is the more realistic. It 
contemplates that the building in its 
later life will bring in less gross and 
net income and, further, that sums of 
principal recovered monthly from apart- 
ment buildings rarely, if ever, are kept 
in one fund by the owner during the 
whole life of the building and re-in- 
vested so as to return the investment 
intact at the end of the building's use- 
ful life.” 

As for the other problem — ap- 
proaches and methods of capitalization 
in the appraisal of one-story commercial 
store properties in 80 percent to 100 
percent locations—this was handled by 
Carlton Schultz of Carlton Schultz In- 
vestment Co., of Cleveland. Mr. Schultz 
has written and spoken extensively on 
all phases of appraising and had this to 
say: 

“In approaching the problem of ap- 
praising a one-story commercial build- 
ing, there are seven major steps: (1) a 
survey of the community; (2) deter- 
mination of land value from recent 
sales; (3) estimating the present physi- 
cal value of the building; (4) prepara- 
tion of the income estimate; (5) prep- 
aration of the expense estimate; (6) 
capitalization of the net income; and 
(7) adjustment of physical and eco- 
nomic values. 


“The neighborhood survey is made to 
determine the general character and 
purchasing power of the community. In 
making this study, one should deter- 
mine: (1) surrounding community con- 
ditions; (2) the immediate neighbor- 
hood development; (3) family incomes; 
(4) transportation; and (5) adverse 
influences. 

“This information is principally ob- 
tained by talking with owners of nearby 
properties and real estate brokers oper- 
ating in the neighborhood. Every mort- 
gage loan office should, in addition, keep 
a file in which newspaper clippings and 
other information on real estate trans- 
actions is placed, so it can be readily 
referred to when an appraisal is being 
made. Remember that the value of 





66’ PYHERE is a great difference 
of opinion as to how de- 
preciation should be figured. 
Many of the best appraisers will 
add the annual cost of deprecia- 
tion to the operating expenses 
before they arrive at the net in- 
come. The only purpose in de- 
ducting depreciation is so that 
the building may be entirely 
amortized before it loses its eco- 
nomic value... . If you add de- 
preciation to the operating ex- 
pense before getting the net 
income, you penalize the prop- 
erty by charging double depre- 
ciation.” —CARLTON SCHULTZ. 





every piece of land is definitely related 
to the value of other competing parcels. 

“The physical value of the building 
is determined by finding its cubical or 
square foot contents and multiplying 
this figure by the cost of constructing a 
similar unit of new building of the same 
character. These construction costs can 
be obtained from national cost studies 
adjusted to your city; or if they are not 
available, call your local architects and 
contractors. This reproduction cost 
must then be depreciated to today’s 
physical value. 

“The question of depreciation to to- 
day’s physical value is much more com- 
plicated, for each store building has an 
actual physical age, and an effective 
physical age. A store itself can be built 
to last for 50 years, but can be totally 
obsolete in 10 years. Thus, at the end 
of 10 years, the building may no longer 
have a useful remaining life. This is an 
extreme case, but possible. Through re- 
modeling, the effective age is often pro- 
longed beyond the normal physical age. 


The best example of this is a store 
building 50 years old, but dressed up 
with a new front and modern equip- 
ment, which has just been leased for 20 
years to one of the leading chain stores. 
When the building was built it was 
presumed to have a life of 50 years. 
Good management, improvement of the 
location, and remodeling have now 
given the building an added life of at 
least 20 years. 

“Thus, the proper rate used for de- 
preciation (which also includes ob- 
solescence) can only be determined by 
a close analysis of neighborhood condi- 
tions as well as a physical study of the 
particular building. 

“The store rentals now: being re- 
ceived from any building do not finally 
determine the rental income. The in- 
come the appraiser wants is the sta- 
bilized income—the average income 
which can be depended upon over the 
balance of the life of the building. The 
major factors which are used in estimat- 
ing stabilized income are: 

(1) The rentals in the building being 
appraised. 

(2) The conditions under which the 
leases were made. 

(3) The financial stability of the ten- 
ants. 

(4) Rental conditions in 
competing buildings. 


similar and 

(5) Economic conditions in the buying 
district. 

(6) Economic trend of the district. 


“The operating expenses to be used 
in the appraisal are seldom the same as 
the operating expenses for the last year 
of operation. The stabilized expenses 
are the ones to be used. These are esti- 
mates of the average expenses over the 
remaining life of the building. If one 
had a breakdown of the expenses of a 
particular building for the last 20 years, 
it would be easy to set up an accurate 
stabilization, by setting the annual av- 
erage, adjusting and projecting it into 
the future. As you never have this you 
must make your own average. This is 
mainly done by making comparisons 
with the operating costs of other simi- 
lar buildings. This is where the or- 
ganization with a large management 
business and carefully separated oper- 
ating costs have a distinct advantage in 
appraising. 

“You are now ready to make the eco- 
nomic appraisal of the net income. 
From stabilized income deduct stabilized 
expenses. This leaves the amount avail: 
able for depreciation and return on in- 
vestment. 








The Mortgage Banker ¢ 


November 1, 1940 





“Probably no other phase of apprais- 
ing causes as much controversy as the 
methods by which the economic valua- 
tion of a property is ascertained. Al- 
though there are other methods, one of 
the following is generally used: (a) 
amortization method; (b) depreciation 
capitalization method; and (c) annuity 
capitalization method. 


“Let's assume that the remaining eco- 
nomic life of a building is 20 years, the 
proper interest return on both land and 
building is 4V2 percent, and the stabil- 
ized annual net earnings available for 
depreciation and return on investment 
is $4,800. We will assume that we have 
found the physical value of the land to 
be $26,000 and the depreciation value 
of the building $39,000, a total of 
$65,000. 


Amortization Method 


“By the amortization method the 
owner gets back all of his money with 
interest, within the life of the building 
and he is not required to reinvest the 
principal as in the sinking fund method. 
The two principal places where the ap- 
praiser can go wrong in using all 
methods are to stabilize his net income 
improperly or to misjudge the number 
of remaining years of economic life of 
the building. 

“The amortization table shows that a 
monthly payment of $6.33 per thousand 
is required to fully amortize a principal 
sum in 20 years with interest at 44 
percent. Thus, a monthly net income of 
$400 will give an economic value to 
the land and building of $63,191. 

“As this property is located in an 80 
percent to 100 percent business district, 
it is reasonable to presume that 20 years 
hence the land will have a value at least 
equal to its value today. Thus we must 
find the reversionary value of the land 
and add it to this sum. 

“Referring to the table showing the 
present value of $1.00 to be received 20 
years hence, we find a coefficient of 
417. Hence .417 & 26,000 $10,842, 
today’s value of the reversionary inter- 
est in the land. 


Economic value of land and build- 
ings ale $63,191 
Reversionary value of land.. 10,842 
Total economic value $74,033 


“The objection to this method is that 
we must today estimate what the land 
will be worth 20 years hence. 

“A very common method of arriving 
at the economic value, is to deduct from 


the stabilized net income, annual inter- 
est on the physical value of the build- 
ing at the prevailing interest rate, plus 
the percent of the value to be annually 
set aside, which will charge off the 
building value within its life. The lat- 
ter charge is obtained from a standard 
sinking fund table. In this case it is 
3.1912 percent. The sum remaining is 
$1,800.44; this is capitalized in perpetu- 
ity to obtain the land value. Thus: 


Net income ................ $ 4,800.00 
Interest on building 

($39,000.00 @ 44% 

WOTOERED cenccccnenevecssee$ lg 9900 
Depreciation 3.1912 on 

$39,000 (4 per- 


cent rate for 20 

years) 1,244.56 2,999.56 
Net income imputable 

to land $ 1,800.44 


Capitalizing $1,800.44 
at 414 percent in 
perpetuity gives the 
land a value of...... ; 

Building appraised at 
$39,000.00 


$40,009.77 


39,000.00 


land and 


Value of 
building $79,009.77 
“This method assumes that the land 

will always have a value at least equal 
to its economic value today. It also fails 
to distinguish any difference between 
the value of property which is ready 
for a new development today, and one 
which is to be had 20 years hence. 


“The annuity capitalization method 
uses the present value tables. In other 
words, the problem becomes, “What is 
the present value of the right to receive 
an annual income of $4,800 for 20 
years, plus the reversionary interest in 
a plot of land?’ 
Annual net income from 

land and building... 
Present worth of $4,800 

a year for 20 years 

with interest at 44 

percent — $4,800 < 

13.008 veseseeeeeee $62,438.40 
Present worth of rever- 

sion of $26,000 land 

value to be received 
in 20 years with in- 
terest at 4144 percent 

- .417 X $26,000.. 


$4,800.00 


10,842.00 


Value of and 


building 

“The important thing in any method 
is to be able to charge off the entire 
building and, under some conditions, 
the land also within the life of the 
building. Every parcel of land does not 
retain its value. 


$73,280.40 


“There is a great difference of opin- 
ion as to how depreciation should be 
figured. Many of the best appraisers 
will add the annual cost of deprecia- 


tion to the operating expenses before 
they arrive at the net income. If, how- 
ever, you correctly use either of the 
three methods shown, I can see no rea- 
son for this. The only purpose in de- 
ducting depreciation is so that the build- 
ing may be entirely amortized before it 
loses its economic value. 


“To determine your depreciation 
rate, you must first correctly estimate 
the economic life of the building. Hav- 
ing correctly estimated the term of 
years, why not then use a table which 
will give the proper interest return and 
a full repayment of principal within 
that term? If you add depreciation to 
the operating expense before getting 
the net income, you penalize the prop- 
erty by charging double depreciation. 


“First, we obtain physical value of 
land and building. Next we find the 
economic value of land and building. 
The final step is to arrive at the ap- 
praisal value. It is sufficient to say here 
that the finalized appraisal value can 
only exceed the lower of these two fig- 
ures in exceptional cases, supported by 
very definite reasoning. In the illustra- 
tions given, there is a definite economic 
increase in the land over and above its 
physical appraisal. In such a case a re- 
view of physical land values should be 
made. The economic value of the land 
can then be used up to the point where 
it is supported by physical value. 

“Here is where the use of your real 
estate experience and common sense is 
most important.” 

J. R. Kennihan, of The Scott Mort- 
gage Company of Pittsburgh, tackled 
the same subject but for one-story com- 
mercial properties he substituted multi- 
story properties. Discussing the ap- 
proaches and methods of capitalization 
of these in 80 percent to 100 percent 
locations he explained that: 


“In the appraisal of a multi-story 
commercial property, one should have 
a good working knowledge of what is 
termed physical value, market value, 
and economic value. 


What Economic Value Is 


“Physical value, sometimes referred 
to as sound value, is the present day 
reproduction cost of the building, less a 
proper charge-off for depreciation due 
to age, condition, obsolescence, etc., plus 
a fair sales value of the land, as deter- 
mined by comparison with other similar 
adjoining or adjacent lands that have 


(Continued on page 8) 
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We Planned It This Way 
After having published The Mort- 


gage Banker for nearly two years it may 
seem strange for us to say now that this 
issue is the first that wholly pleases us. 
But such is the case for it is the first in 
which we have been able to publish 
exactly the type of material we decided 
we wanted to publish when the paper 
was founded. 


When The Mortgage Banker was es- 
tablished, it was our idea that MBA 
needed a trade paper. With the excep- 
tion of FHA’s Insured Mortgage Port- 
folio there was nothing being published 
devoted exclusively to private mortgage 
banking. 


We were convinced that we should 
make the greatest effort to secure ar- 
ticles and material of the most direct 
interest to mortgage bankers—articles 
that members could read with the pos- 
sibility that what they read could be 
put to work in their own business. 
We felt we could largely ignore ma- 
terial of the most general interest be- 
cause much of that sort of information 
appeared elsewhere. 


But as issue after issue appeared, we 
found that it was not easy to get exactly 
what we wanted. This issue, however, 
illustrates the sort of publication we've 
always wanted to send MBA members. 
Everything in it represents ideas and 
suggestions that members can read with 
profit, because everything in it is about 
their own business. It’s down-to-earth 
stuff. You may not agree with every- 
thing said, yet every opimion and view 
expressed is that of a successful mort- 
gage man. 


Since we announced in the last issue 
that we were going to publish some of 
the Clinic material we have had a heavy 
response from members applauding the 
idea. In fact, practically all letters 
reaching the national ofhce since the 
Convention closed, emphasized the fact 
that the writers regretted they could 
only attend three Clinics. Now, through 
The Mortgage Banker, we intend to 
bring the other Clinics to them. It won't 
quite be the same as if they had been 
there, well admit, because the extem- 
poraneous discussion is missing. But the 
original answers to the leading questions 
are here and we think you can read 
them with the prospect that you're go- 
ing to get some good ideas for your 
business. 





Farms Are Selling 


As we sat “on the other side of the 
glass” in the studios of WLS in Chicago 
a few days ago before the Chicago Con- 
vention opened and listened to Byron 
T. Shutz and S. M. Waters discuss the 
farm mortgage business, one statement 
stuck in our minds. 


Mr. Shutz declared that “farm land 
values are lower than they have been at 
any time since the 1880's and taking 
into consideration present prices which 
are relatively high for farm commodities 
it would seem to me that this condition 
buttressed by federal crop insurance 
which insures farm income today is an 
opportune time for private lenders to 
get back to lending on farms.” 


The other day we read a rather start- 
ling confirmation of this in an announce- 
ment that in the past two years more 
than 4,000 Iowa farms have been sold 
by life insurance companies—yet the 
price of farm land remains virtually un- 
changed. This represents an aggregate 
transaction of around $20,000,000. In 
fact, in Iowa, this accomplishment has 
won so much favorable public attention 
that it has become a sort of minor issue 
in the political campaign. Both sides 
want to claim some measure of credit 
for it. 


It’s our view that the development 
probably represents, more than anything 
else, intelligent judgment and skillful 
handling on the part of the life com- 
panies. Apparently life companies are 
selling farms in other parts of the na- 
tion, too. We've noticed the advertise- 
ments of “‘Opportunity Farms,” which 
we understand are sponsored by a life 


company. They continue to appear in 
the Middle Western press so we assume 
that they are doing a good job in get- 
ting farm lands in the hands of owner- 
operators. 


Getting back to Iowa, we note that 
one large life company has announced it 
has sold 149 Iowa farms in the first 
nine months of this year. So far this 
company has sold 65 percent of all 
farms it had acquired in that state. 
Ninety percent of their sales has been 
to actual farmers and a large majority 
of them has been sold to men who 
lived within 15 or 20 miles of the farms. 





An FHA Increase 


As we go to press with this issue, re- 
ports are current that a billion dollar 
increase in the mortgage insurance 
authority of FHA may be authorized by 
the President soon. He can issue an exe- 
cutive order increasing the powers of 
FHA from three to four billion dollars. 
Most recent reports show that the FHA 
has written more than $2,600,000,000 
of insurance on home mortgages and 
rental and group housing projects. For 
the first nine months this year FHA’s 
dollar volume is up about 28 percent over 
the same period last year. 


Chain Store Work 


Landlords spent about $26,000,000 
this year in remodeling properties for 
chain store occupancy and the chains 
themselves spent over $130,000,000 in 
opening new stores and remodeling old 
units. This activity has gone forward 
despite a decrease in the number of stores 
in operation this year. The chain spent 
over $7,500,000 for air - conditioning 
alone. 





The price group of single homes in 
which there is the least amount of risk 
for mortgage-financing institutions is the 
owner-occupied dwellings with a market 
value ranging from $3,000 to $7,000, a 
government report shows. 





Farm real estate taxes were up 2 per- 
cent last year. They averaged nearly 40c 
an acre. 
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(Continued from page 6) 
been recently sold or leased 
normal conditions. 


under 


“Market value is defined as an ex- 
pression in money of the meeting of 
minds of a buyer, willing but not com- 
pelled to buy and a seller, willing but 
not compelled to sell. 


Chain Occupancy Good Guide 


“Economic value is defined as the 
value of property as determined by 
capitalization of the net income. 


“On business properties, apartment 
houses or any other property which is 
operated on an income basis, the eco- 
nomic value must be given most careful 
consideration in making an appraisal. 
The approach in qualifying the security 
as to its being located in the 80 percent 
to 100 percent location is determined by 
its relation to other properties in the 
same area as to business trends, occu- 
pancy, desirability of space per front 
foot rentals, etc. 


“The length of time in which the 
tenants have occupied their respective 
sites is helpful in establishing an 80 per- 
cent to 100 percent location. Chain oc- 
cupancy is another good guide. The 
method used in the capitalization of a 
multi-story commercial property de- 
pends entirely upon the type of com- 
mercial location. The most common of 
these may be called suburban - com- 
mercial and downtown - commercial. 


“A commercial location in a residen 
tial suburb should not be capitalized on 
the same basis as that of a downtown 
location because of two very obvious 
reasons: First, in the suburban location 
the type of occupancy located above the 
street floor is usually residential apart 
ments. There is not very much stability 
in this type of occupancy. Second, the 
80 percent to 100 percent commercial 
location in a residential suburb very 
often changes quickly. A very definite 
indication of this fact is that the average 
national chain or local food store chain 
will not negotiate a lease for a term of 
more than 5 years with a § year option. 

“Newer residential developments and 
plans are also responsible for a change 
in a suburban location. The method of 
arriving at a net rental income is by the 
usual operating costs, the fixed charges, 
a 10 percent vacancy loss, plus the de- 
preciation of the building. The net 
rental after operating costs and deprec- 
iation have been deducted should not 
be capitalized at less than 7 percent. 


The mortgage loan in such a location 
should be made for a term of more than 
10 years. The amortization should be 
such as to completely amortize the mort- 
gage loan within the term of the mort- 
gage. 

“The method of capitalization of the 
downtown commercial multiple - story 
building is somewhat different from that 
of a suburban building. The usual types 
of occupancy located above the street 
floor in the downtown commercial loca- 
tion is that of business concerns and 
professional offices that have been lo- 
cated in the building for many years. 
Were such tenants to move their busi- 
ness location too frequently, it would 
hinder their progress. Obviously, then, 
this type of downtown 80 percent to 
100 percent commercial location has 
much stability. 


“National chains occupy the street 
floor usually for long term leases of 
from 20 to 30 years. Financially sub- 
stantial and long established local busi- 
ness concerns also occupy these first 
floor locations. In arriving at a net in- 
come for this type of occupancy, the 
usual operating costs and fixed charges 
may be used. The vacancy factor can 
be 5 percent. 


Independent Appraisers 


“The depreciation of the business, 
providing it has had good maintenance, 
can be computed on a 40 to 45 year life. 
In this type of commercial location the 
net rental, after fixed charges and op- 
erating costs are deducted, may be capi- 
talized as low as 5 percent. The mort- 
gage loans in such a location may be 
made for a term of as much as 20 years. 
It is not necessary that the amortization 
be such as to completely amortize the 
mortgage loan during the term of the 
mortgage. The downtown commercial 
location of a multiple-story building is 
usually much more attractive for a mort- 
gage loan from the standpoint of safety 
and security to any lending institution.” 

As was the case at the Appraisal 
Clinic a day earlier, the discussion at 
this one also turned to independent ap- 
praisals versus those made “by someone 
in the office.” William J. Van Aken of 
The Wm. J. Van Aken Organization of 
Cleveland prepared a paper of the sub- 
ject which was presented at the discus- 
sion. He spoke up for independent ap- 
praisals and said: 

“I have no objection to an insurance 
company establishing its own branch 
with its own personnel, whether with 


local people or employees transferred 
from elsewhere, to make and service 
mortgage leans. I do object to the prac- 
tice of some companies who are content 
to make loans, particularly in a district 
newly-entered, on the appraisals made 
and furnished by their own employees. 

“This is no reflection upon their in- 
tentions or honesty but, in my opinion, 
the practice is unsound and cannot be 
compared with the policy followed by 
most insurance companies, who require 
independent appraisals from reputable 
and approved appraisers, men of long 
experience in real estate appraising in 
the particular locality, men who are 
thoroughly familiar with changing 
trends and their effect on values, who 
know the current market, the likes and 
dislikes of the local buying public, and 
local employment and economic condi- 
tions. 


The Suggested Remedy 


“It is hardly conceivable for a new- 
comer to acquire the necessary infor- 
mation and knowledge in a few months 
on these important factors affecting the 
various local communities of a large city, 
which play such an important part in 
governing values and determining the de- 
sirability for safe long term loans. This 
knowledge is acquired from years of ob- 
servation and study. I know of one 
company that entered the Cleveland 
field recently that has loaned well over 
a million dollars during its first year's 
operation, all on appraisals made by its 
salaried representative, a newcomer to 
Cleveland. A large portion of these 
loans were refinancing old existing mort- 
gages on larger apartment properties 
and at lower interest rates, and in some 
cases increasing the loans and providing 
surplus money for other purposes. In 
either case it can be said frankly that 
the majority of loans made on this basis 
are out of proportion to the sound value 
of the real estate secured, and therefore 
‘unfair competition.” 

“This loaning policy is unsound for 
the loaning institution and, at the same 
time, unfair competition for correspon- 
dents representing other insurance com- 
panies in the district. 

“In a spirit of constructive criticism 
and with a desire to make a personal 
contribution to the betterment of loan- 
ing methods, I hope the few companies 
still adhering to this obsolete practice 
will soon recognize and adopt the safer 
and wiser course, and insist upon inde- 
pendent appraisals furnished by quali- 
fied and reputable local appraisers.” 





